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EXEC~ SUMMARY

In recognition of the substantial unmet water infrastructure needs
throughout California, in early 1995 the California Business Roundtable,
California Chamber of Commerce, California Farm Bureau Federation,
and the California Manufacturers Association initiated a process to explore
feasible approaches to Financing needed water infrastructure. The project
sponsors f’trst enlisted a panel of academics with expertise in the subject
to develop a draft issues paper outlining possible financing alternatives.
Then, through a series of statewide focus groups, the academic draft was
distributed and critiqued by stakeholders. That initial draft and those
meetings provided the basis for the Findings contained in this paper.

The business-group sponsors undertook this project in response to the
increasing risk to all sectors of the California economy from ongoing under-
investment in the state’s water infrastructure. Water-related infrastructure
investment needs are growing rapidly as a result of a growing population
and economy, environmental and public health requirements, and aging water
delivery systems (see California Water Plan Update, Bulletin 160-93, California
Department of Water Resources). These pressures have given rise to the
water policy priorities of increasing water supply reliability, water quality, and
ecosystem quality, as well as reducing Bay-Delta system vulnerability (see
CALFED Bay-Delta Program, Phase I Progress Report). Achieving these
objectives may require billions of dollars of new water-related infrastructure
during the next decade. Methods to Finance needed projects must be
developed now ff the state is to meet its future water demands.

Development of this report has occurred within the context of a
variety of statewide water initiatives. Its preliminary findings have already            -’-
contributed to a number of related financing efforts, including the CALFED
Bay-Delta process, California Senate Bill (SB) 900 discussions, and associated
activities designed to streamline the state’s water transfer laws. The sponsors
hope that these efforts and this paper will help maintain existing momentum
toward comprehensive solutions to Califomia’s water needs.

Key report findings can be separated into four primary areas: (1) principles
that provide a basis to develop effective and equitable water Financing solutions;
(2) Financing alternatives to support Bay-Delta infrastructure; (3) financing alter-
natives to support statewide water infrastructure; and (4) a proposed method to
initiate a process to better understand, and potentially utilize, private methods of
financing public infrastructure 0.e., privatization).

Principles for Water Infrastructure Financing

A reexamination of ~mancing approaches to water infrastructure is needed
because (1) water users perceive a mismatch between their expenditures for
water projects and the benefits they receive; (2) when allocating project
costs, the distinction between benefits that should appropriately be paid for
by the general public versus those that are best financed by private parties
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has become increasingly blurred; and (3) the costs associated with new
types of project benefits -- such as improved supply reliability -- are more
difficult to allocate among users with traditional approaches. These factors
have contributed to a voter reluctance to authorize general obligation bond
f’mancing and an unwillingness on the part of water users to commit to
additional fees for necessary infrastructure improvements.

This paper supports the fundamental principle that those who receive
project benefits should be responsible for funding project costs (i.e., a
benefits-based approach). Based on this understanding, the following
principles for financing water-related infrastructure should be adhered to:

¯ A comprehensive needs and benefits assessment should be an integral
part of every project planning process. Because needed infrastructure
projects, particularly in the Bay-Delta, are likely to be phased in during a
number of years, project prioritization should be determined by rigorous
needs and benefits assessments.

¯ Project Financing and repayment policies should be developed to ensure
that, to the greatest extent possible, those who receive project benefits pay
for project costs. Project repayment policies should be carefully scrutinized
to ensure that arbitrary cost allocations and subsidies not occur.

¯ General obligation (GO) bonds are an appropriate mechanism to fund
costs associated with benefits widely provided to the general public.
Mthough it may be difficult to allocate costs associated with projects
engendering both public and private benefits, any tendency to over~
allocate project costs to general taxpayers should be avoided. The use
of general obligation bond financing supported by property assessments
and general tax revenues should be used to recover costs associated with
accurately identified public project benefits.

¯ To the extent possible, market mechanisms should be relied on to
recover project costs. For example, costs associated with private
benefits should be recovered through appropriate commodity charges¯
and user fees.

¯ Likewise, to the extent possible, costs associated with projects that
provide shared benefits to defined user groups should be recovered

~

using appropriate user fees and access charges. ~

¯ Cost-recovery policies should include enforceable sunset provisions to¯
ensure that revenues are used only for the purposes and durations
intended. Sunset provisions could be linked to bond covenant require-
ments or other appropriate criteria.

In recommending market-based approaches to water infrastructure
financing, the sponsors believe that issues related to equity and the distribu-
tion of benefits should not be neglected. Market-based approaches should
be crafted and implemented so as to be fair as well as efficient.

~-012970
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Alternatives for Financing Bay-Delta Infrastructure

Financing solutions for Bay-Delta infrastructure should recognize the
benefits associated with various project components, and recover costs
commensurate with the benefits produced. For example, to the extent
possible, costs associated with carefully defined public benefits should be
recovered through publicly supported general obligation bonds and federal
cost sharing. Likewise, costs associated with Bay-Delta projects providing
more reliable or additional water supply or other private benefits should be
recovered from direct beneficiaries through water charges and user fees.

Given the scope of potential Bay-Delta infrastructure needs, a variety
of financing approaches will be required -- inciuding federal cost sharing,
private funding, and enterprise revenue financing. Three basic alternatives
that are likely to play key roles in Bay-Delta financing are federal funding,
general obligation bonds, and user fees.

¯ Federal FXtndtng should be obtained to meet the commitments
and obligations of the federal government. The State of California
should seek federal funding for appropriate water projects and
programs. This funding source should be directed toward water
projects that produce broad public benefits, including the federal sham
of CALFED implementation.

¯ Bay-Delta General Obligation Bonds shouM be directed toward
defined public benefits. A half-decade of public reluctance to approve
GO bonds underscores the need to insure that this financing tool is
carefully targeted to fund well-defined benefits provided to the public.

To the extent that GO bonds and other financing sources are not
forthcoming to fund all necessary broad-based public benefit projects, a
Bay-Delta User Fee, agreed to by stakeholders, against diversions from
the Bay-Delta and its tributaries could be used to supplement financing
for project benefits accruing broadly to those receiving water from
the Bay-Delta.

A Bay-Delta water user fee could be used to recover the portion of a
project’s costs that directly benefit those Californians who divert water
from the Bay-Delta and/or its tributaries.

¯ User fees could be structured to account for mitigation payments
currendy being made by various water users, such as CVPLA restoration
fund payments.

¯ User fees are commonly employed to finance a wide range of
public infrastructure -- such as ground, air, and water transportation
infrastructure -- but have been relied on to a much lesser extent for
financing water facility costs associated with the provision of public or
shared benefits.
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New institutions also may be needed to appropriately administer
Bay-Delta financing mechanisms. For example, a Bay-Delta Financing
Authority could be established to coordinate ~’mancing for Bay-Delta
project costs related to public and widely shared benefits, to solicit funds
from federal and State agencies, and to administer any Bay-Delta water
user fee revenue. The Authority could also provide a mechanism to
facilitate and coordinate the work of existing agencies.

¯ The Authority could act as a coordinating body, allowing agricultural
and urban interests -- as well as government agencies -- to pool their
resources to fund projects that provide shared and public benefits. This
approach could provide agencies that are funding project improvements
in the Delta greater financial control over project funds.

¯ The Authority could encourage flexible and early f’mancing of Delta
improvement projects. For example, a Mitigation Credit Bank
could be established to encourage early support for Bay-Delta
improvement projects by providing t’mancial credits toward long-term
Bay-Delta cost obligations to stakeholders willing to make early
investments in the Delta.

Ā credit mechanism would encourage agencies and others to make
early investments in Bay-Delta improvement projects, such as
Category IE programs, by. reducing the long-term financial risks
associated with these investments. Through a Mitigation Credit Bank
option, early investments could be credited against long-term
project liabilities.

¯A Mitigation Credit Bank could also provide a vehicle for private-
initiative environmental mitigation programs. For example, the Credit
Bank could match user groups seeking long-term mitigation credits
with local Delta landowners to create community-based habitat
improvement programs. For example, a Delta landowner who
creates a levee improvement program consistent with CALFED recom-
mendations could receive financing from a Southern California water
utility. In return, the water utility would receive credits toward future
project cost liabilities.

¯Credits could be financed in a number of ways, including through
the issuance of State general obligation bonds (e.g., SB 900 could
include provisions to fund a credit program); from Bay-Delta user fee
revenue; or as part of any comprehensive repayment proposal
developed by CALFED.

¯ The Authority could be placed under the auspices of a statewide over-
sight group, representative of the diversity of water interests, to provide
general management and review of Authority actions.

¯ As CALFED recorm-nendations for infrastructure projects in the Bay-Delta
will be phased in gradually, the Authority could be in a position to
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provide ongoing project Financial planning to assure an appropriate leveI
of f’mancing coordination and continuity across projects.

Alternatives for Improving Access to Investment Capital

As with the Bay-Delta approaches, new financing mechanisms and institu-
tions may provide useful tools as part of strategies to increase access to
needed investment capital. For example, if specific benefits could be
realized, a State Water Infrastructure Bank could be created to
coordinate and consolidate existing water-related State local assistance
programs. The Bank would most appropriately focus on public benefits
that are not readily revenue-Financed. Such consolidation could streamline
government programs, reduce bureaucracy, and improve access to capital.

¯ Such a bank should be developed only after an audit of existing loan
and matching-fund programs is completed to ensure the effectiveness
of and need for current and future programs.

The Bank could provide technical assistance, loans, grants, and bond
pooling services to local public and private water service providers for
water supply, conservatiofi, drainage, and environmental-mitigation
capital projects.

¯ The Bank could achieve capital cost savings for local water service -
providers by reducing debt-related overhead costs and using the State’s
credit to gain wider access to capital markets. Moreover, the Bank could
provide local agencies a degree of assurance that capital funds will be
available when needed to initiate cost-justified projects.

¯ The Bank could establish project funding criteria to allocate limited State
funds. Criteria could include project importance with respect to public
health and safety, project impact on the environment and/or economy,
community wealth, and the ability to repay project !oans.

¯ The Bank could be operated under the auspices of an existing State
agency, such as the Department of Water Resources, the Department of
Finance, or the Debt Advisory Commission.

¯ Several approaches could be employed to f’mance an infrastructure
bank. For example, GO bonds, user fees, or water utility surcharges
on agricultural and urban retail water sales could be used to support
bank activities.

New Directions for Restructuring California’s
Water Resources

A Blue Ribbon Commission on Water Industry Restructuring should
be appointed by the Governor to further study the operating and capital
efficiencies that could be realized through appropriate restructuring of pub-
lic services. As part of its charge the Commission should establish
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guiding principles for the transfer of public assets to local entities and file
private sector where such transactions are determined to be in the public
interest.

¯ The U.S. Environmental Protection Agency believes that well-structured
public-private partnerships offer local agencies oppor0anities to mitigate
file rising costs of environmental compliance (U.S. Environmental
Protection Agency, 1990b). However, specific guidelines on how to
examine and evaluate privatization initiatives have yet to be developed.

¯ Potential benefits of privatization include: (1) construction cost savings,
(2) capital cost savings, (3) reduced public sector risk, (4) increased tax
revenue, (5) increased debt capacity, and (6) operating cost savings.

¯ To be successful, private-public partnerships should be structured so
as to accommodate varying degrees of public and priwate sector involve-
ment. Though privatization in some cases may increase project efficien-
cies, it should not be pursued at a cost to the public welfare.

¯ The Commission should also study the ability to use State and federal
water transmission facilities as common carriers to facilitate water trans-
fers and any efficiency improvements in water allocation that could be
gained from this approach.

Ensuring adequate water infrastructure Finance is of the utmost importance
for the economic strength and environmental integrity of California. The
report’s sponsors hope that the above alternatives, appropriately shaped and
implemented, will help ensure that sound fiscal principles are used in water
infrastructure development, and will help to provide an appropriate framework
for f’mancing California’s water needs into the next century.
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INTRODUCTION

The 1987-92 drought, more than any other recent event, underscored the lim-
its of the state’s existing water supply and delivery system, both in terms of its
ability to meet a burgeoning population’s water demands, and its ability to pro-
vide adequate safeguards and protection to the state’s aquatic ecosystems. The
drought brought an immediacy to what is fundamentally a long-term dilemma
facing the state: How can California best meet the growing water demands of
its people and economy while ensuring the health of its water resources and
associated ecosystems? California is struggling to find an answer to t_his com-
plex question and is in the midst of changing the way it allocates, manages, and
uses water. New balances between competing agricultural, urban, and environ-
mental uses are being struck; more stringent water quality protections are
being implemented; new conservation and reclamation technologies are being
adopted; and innovative water management and allocation strategies are being
pursued. California is entering a new water resource era, where a premium is
placed on careful stewardship and rational allocation of its water resources.

As California moves into this new era of water management, it will have to
reengineer as well as rethink the way in which water is used. As the drought
made abundantly clear, the state’s existing water infrastructure is not fully
capable of meeting the state’s water resources needs. A number of factors are
combining to dramatically increase the demand for water-related infrastructure
investments in California. These include the following:

¯ Compliance with environmental requirements: Safe Drinking Water
Act (SDW_A) compliance is expected to increase municipal water supply
capital expenditures by 15 to 25 percent, on average, during the next
decade (Beecher, Mann, & Stanford, 1993). Clean Water Act (CWA) compli-
ance costs are expected to be even larger, constituting some 90 percent of
the total costs for clean water, according to the U.S. EPA CO.S.Environmental
ProtectionAgencT, 1990a). Nationwide, aggregate water treatment and
water quality costs associated with federally mandated water quality
requirements are estimated to approach $158 billion for the period 1988
to 2000 (Beecher, et al., 1993).~ Federal flmding of these mandates will
cover a portion of the cost. Nevertheless, California’s share of this total
could easily reach $20 to $40 billion.

¯Deferred maintenance and depreciatior~" In addition to new water
quality requirements, federal, State, and local water suppliers have deferred

1 This estimate includes costs for point-source and non-point-source pollution control and is based on
Environmental Investments: The Cost of a Clean Environment (Washington, DC: U.S. Environmental
Protection Agency, 1990).
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maintenance and/or replacement of aging facilities to the point where
they are beginning to experience sharp operational and maintenance cost
increases. Nationwide, it has been estimated that cumulative costs could
range between $36 and $70 billion during the next two decades (Schnare
& Cromwell, 1990). California’s share of this total could amount to
between $4 and $8 billion.

¯Bay-Delta AgreemenL" Wildlife habitat and species protection efforts,
particularly in the Bay-Delta, are likely to engender significant infrastructure
investments. For example, potential long-term Bay-Delta habitat protection
and water quality improvement options identified in the State Water Plan
include dual transfer facilities for agricultural and urban water exports, a
by-pass canal, fish screening systems, and agricultural drainage diversion
systems (California Department of Water Resources, 1993). The December
15, 1994, Bay-DeltaAgreement calls for an initial $180 million in environ-
mental restoration projects during the next three years. The CALFED
Bay-Delta Program (CALFED), charged with developing a long-term plan
to implement the Agreement, anticipates that any long-term water quality
solutions are likely to have a significant capital component (McReynolds,
1995). Although total costs associated with Bay-Delta actions are highly
uncertain at this time, they could approach several billion dollars.

¯ Development and management of supply: California is currently
changing the way it manages water. In addition to developing storage
facilities, water transfers, conjunctive use, reclamation, and conservation
are becoming integral parts of the state’s water management efforts.
Substantial infrastructure investments will be required before the full
potential of these options can be realized. For example, the Department
of Water Resources projects that the state’s reclamation capacity wit[
exceed 1.3 million acre-feet by 2020 (California Department of Water
Resources, 1993). However, most of the ~cilities needed to reach this
target have yet to be constructed. The ability to transfer water or
conjunctively use groundwater north of the Delta also is limited by existing.
facilities. According to the recent State Water Plan update,"California’s
water supply infrastructure is severely limited in its capacity to transfer
marketed water through the Delta" (California Department of Water
Resources, 1993).2

Financing state and local water infrastructure will constitute a major chal-
lenge for CMifornia. Historically, California has relied on four primary sources
to finance its water infrastructure needs: (1) federal grants and cost-sharing; (2)
State general obligation (GO) bonds backed by State general funds; (3) local
general obligation bonds; and (4) enterprise revenue-backed securities. Local
water projects -- such as local distribution and treatment facilities -- have
been financed mostly through the use of local general obligation bonds, devel-
oper fees, and enterprise revenue-backed securities. For the most part, these
approaches continue to work well for most agencies. At the same time, state
and regional projects have relied much more extensively on State and federal

2 The State Water Project, for example, remain-s~unoompleted.                              "
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funding sources. In particular, State and federal funding has been the principal
source for financing public benefit components of water projects -- such as
flood hazard protection, wildlife habitat enhancement and protection, and
extensive water-based recreation opportunities. For a variety of reasons, the
state’s ability to rely on traditional funding sources outlined below has become
much more uncertain.

¯ Federalgrants and cost-sharing: Since the early 1980’s the federal
government has been shifting the responsibility for planning and financing
large-scale water resources projects to State and local governments.3
With ongoing efforts to balance the federal budget and reduce the deficit,
it is likely that federal participation will be limited.

¯ State general obligation bonds: Three factors have combined in recent
years to make GO debt financing more difficult. First, water-related
infrastructure increasingly must compete for limited State general funds
with a host of other pressing infrastructure and social needs, including
transportation, schools, prisons, and disaster relief. Second, State percapita
debt has quadrupled since 1985 and debt service as a percent of total State
expenditures has more than tripled. As a result of this rising debt, as well
as State budget impasses, the State’s credit has been downgraded several
times since 1990, raising borrowing costs. Finally, during the weak
economy of the 1990’s, voters appeared to have grown weary of State GO
bond measures appearing on ballots, defeating 18 of the last 25, including
the Water Resources BondAct of 1990, which marked the first time the
state’s electorate failed to approve a water infrastructure State GO bond
measure. Nevertheless, during the March 1996 elections, two GO bonds
for education and seismic upgrades did pass, demonstrating that this form
of financing remains available for well<lefined projects with demonstrable
public benefit.

Traditional funding sources will continue to be a part of the capital
structure of most water-related infrastructure projects; very few new
financing mechanisms are available for this purpose. However, the mix of
financing approaches used, and the way in which they are implemented,
must be crafted to match the state’s emerging water needs.

Purpose of Paper

This paper addresses three issues related to water infrastructure finance,
as follows:

First, the paper provides a general approach to financing water
infrastructure -- a benefits-based approach -- and recommends a process
to ensure appropriate project financing.

3 Prior to 1970, the federal government was the primary source of funding for most types of large-scale
water resource projects. Tlae federal share of cumulative government expenditures for water resource
development equaled 76 percent for irrigation uses, 59 percent for industrial uses, and 74 percent for
hydropower uses. Federal partidpation at the local level was and continues to be much less important.
In 1982, all federal support for fiver basin commissions, the Water Resources Coundi, and direct water
resource planning grants to states was eliminated. State and local government cost-sharing responsi-
bility for wastewater treatment construction was increased from 25 to 45 percent (Smith, 1985).
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Second, tile paper discusses potential project-specific revenue sources --
incinding user/commodity charges, license fees, special taxes, and general taxc
-- in the context of the general approacl~ advanced in the paper’s first part,
and discusses likely key financing altex’natives.

Third, the paper addresses the potential need for reinvigorated institution-
al structures to coordinate project lYmancing. The paper discusses the benefits
that could be engendered by a Bay-Delta Financing Authority to coordinate
long-term Bay-Delta, related project financing; a statewide Water Infrastructure
Bank to provide financing assistance to local water agencies; and a Blue Ribboi
Comm~sion on Water Industry Restructuring to further study the operating
and capital efficiencies that could be realized through appropriate privatization
of public services and to establish guiding principles for the transfer of public
assets to the pflvate sector in cases where this is determined to be desirable.

This paper seeks to stimulate the establishment of policies intended to
ensure that California’s critical water infrastructure needs are met. While the
paper provides a general fl-amework for implementing its key concepts, it is
recognized that political consensus among stakeholders -- agricultural, urban,
and environmental -- will need to be built to structure and implement any
final policies.

FRAME~7ORK FOR FE~ALN~G WzLTER ~F1L~TRUCTLSRE

Project financial planning must be an integral part of project planning
and development. After ~t_vucture requirements are defined and during
project development, successful financing strategies consist of five inter-
related components, as follows:

1. Determine projectfunding needs (£e., how much is needed).
Funding requirements should be based on a comprehensive project needs
and benefit-cost assessment_4 For example, the CALFED Bay-Delta
Program is undertaking a needs assessment to implement the Bay-Delta
Agreement. The assessment should consider project scope and scale,
determine associated costs and benefits, and identify direct and indirect
project beneficiaries.

_ 2. Identify cost responsibility (~e., who pays how much). AJI
water resource project costs must be borne by someone: (1) direct
beneficiaries, (2) indirect beneficiaries, (3) State and local governments,
and/or (4) the federal government. Project financing and repayment
policies should as nearly as possible correlate associated project
benefits and costs, and recover project costs accordingly. Project
repayment policies should be carefully scrutinized for arbitrary cost
allocation and subsidization.

4 Although an obvious economic effidency requirement, there are numerous examples of public .m~.,ra.-~
structure investments where incomplete :malysis formed the basis for determining project costs, eith~
because difficult-to-quantify costs and benefits were excluded from the ewaiuation, or because of
cat considerations. Non-market benefits and costs, in particular, require careful consideration, beca~
they are difficult to quantify, yet are likely to be a pervasive aspect of most new water infrastructure pro-~
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3.Determine cost-recovery mechanisms (~e., bow revenue is
col~cted). There are a number of ways to collect revenue from project
beneficiaries. Commonly used revenue mechanisms include water and
power fees, standby/availability charges, impact fees, recreation fees and
licenses, commercial fees and licenses, special assessments, special taxes,
sales taxes, income taxes, and property taxes.5 As discussed later in this
paper, revenue instrument choice should primarily be a ftmction of the
type of cost being recovered and the cost-recovery powers of the project
sponsor.6, 7 II1 some instances, appropriate cost recovery may entail the
creation of a new authority or institution (e.g., the creation of a Joint
Powers Authority to finance a project with widespread regional benefits).

4. Develop project capital structure (£e., how theproject isfinanced).
Capital structure refers to the mix of funding sources and repayment
obligations used to pay for a project. Typically, a large-scale project’s
capital structure will include a combination of front-end capital payments
and medium- to long-term debt obligations. For example, a groundwater
recharge project’s capital structure might consist of up-front capital
(including grants and contributions), State low-interest loans, and revenue
bond obligations. Financing options will largely depend on steps (2) and (3).8

5. Include a financing "sunset. " Cost-recovery policies should include
sun_set provisions to ensure that revenues are used only for the purposes
and duration intended. Sunset provisions could be linked to bond
covenant requirements or other appropriate criteria.9

Linking Project Benefits to Revenues

The determination of project benefits is integral to defining appropriate financing
mechanksms. Water projects typically generate three distinct types of benefits:
economists refer to these as (1) "private goods;’ (2) "common-property goods,"
and (3)"public goods: For example, a groundwater recharge facility might
produce water for sale (a private good), unrestricted tishing opportunities (a
common-property good), and wildlife habitat enhancement (a public good). Table
1 provides additional examples of each type of benefit common to water projects
of one sort or another. The table also identifies revenue sources and financing
mechanisms appropriate ~o each type of benefit.

5 For a more comprehensive listing of revenue mechanisms, see (McReynolcls, 1995).
6 User fees and commodity charges, for example, are appropriate for recovering costs associated with
providing project outputs that readily can be sold, such as municipal and irrigation water, or improve-
ments to water quality. Broadly based taxes are appropriate for recovering costs for public benefits that
cannot readily be sold, such as habitat improvement.
7 The jurisdiction and anthoriW of the federal government, for example, affords it very different Emanc-
ing and cost-recovery powers than are available to a state or local government. Likewise, the limited
jurisdiction and authority of a special district or private enterprise may significandy restrict it from recov-
ering project costs that confer widespread benefits.
8 For long-lived water projects, debt is usually preferable to pay-as-you-go financing for several reasons.
First, the use of debt permits those who will benefit from a long-lived project to pay for it, which enables
more capital to be raised than would be possible out of current revenue alone. Second, fairness dic-
tates that the total cost of a long-lived project should not be charged solely to current users or to those
who happen to live in the area during the time that the project is constructed and f’manced. Debt 13.nanc-
ing permits project costs to be shared with those who will benefit from it in future years. Third, debt
financing allows a locality to better coordinate project repayment with its revenues and to smooth out
repayment even if project costs occur unevenly.
9 For example, most bridge toils have long ago recovered the original capital costs of construction. Toil
revenue is now used for other transportation-related activities.
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I~ is important to understand the distinction amon~g the three primary
categories of goods so that financing methods can be appropriately matched,
as follows:

¯ "Private goods" include all those commodities that are bought and sold
in a market. Private goods generally can be sold to customers at a price
sufficient to recover their associated costs, enabling the use of various
types of debt financing supported by contract sales. Investment in
private-goods development is the basis for most enterprise revenue
bond financing.

¯ "Common-property goods" represent resources from which individuals can-
not be excluded, but whose use disrupts the resources’ availability to others.
For example, although all drivers are free to use California’s roads, the addi-
tion of one more automobile during rush hour can cause increased delays fo~
everybody else on the road. Common-property goods are much more diffi-
cult to price and sell than private goods. However, if common-property
beneficiaries are convinced of the benefits they v¢ill receive, costs can be
recovered with access fees or user charges, which in turn can support
debt financing. For example, revenue from parking, camping, and other
recreation-related fees can be used to recover costs associated with provid-
ing recreational areas. Similarly, fishing license fees or taxation of comple-
mentary goods (e.g., fishing equipmenO can be used to recover costs
associated with the use of open-access commercial and sports 6sheries.

¯ "Public goods" are resources that cannot be supplied by markets, and for
which individuals cannot be excluded. For example, all citizens benefit
from national defense. Public goods give rise to the "free-rider" problem.
A free-rider is one who refuses to pay his share, hoping that others will
pay for the entire project. As a result, the free-rider obtains a free good;
once a public good is created, no one can be excluded from its use or
enjoyment_ Because of the flee-rider problem, those desiring the public
good may be discouraged from organizing themselves to produce it,
knowing that free-riders will exist. There is also likely to be debate about
how much of a public good to provide. This is a dilemma that must be
resolved by government, stakeholders, and the public. Some form of
collective repayment -- such as local assessments or broad-based taxes
-- generally is necessary to recover costs associated with the provision of ::
public goods.

T
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TABLE 1
FINANCING OPTIONS FOR WATER-RELAII~ INFRASTRUCTI_~E IN CALIFORNIA

PROJECT BENEFITS DISCUSSION

1. Flood hazard ........1~, ~p97r ty assessmgnts _L General obligation
reduction 2~ Special taxes        , bond~_,
2. Species pmtecffon 3- ~eral ~ixes .....: 2- Special-general
3. Broad-based

assessment bonds
economic dev.elopmen~ .......... ~ .... i-~ .......

I. Rec~,.don , I~U(~_~ .... J - Self-liqu}datkig2. Commew_iag (e.g:, pgr-AF surcharge general obligation
sports Kstieries

.. ~E.~er. iq-uality ’ bonds3-Delta wa~zr ".m)pro~ements) 2_ Regenue bonds

.-

~ 3.Taxation of                                      -
-~ comI~lementar~

!-~~ ~ ":~ ?..~i’ "i .... : ’ ...... ’~
~d~xd~ water " ¯ -
supply/reliability ctm_rg~ general obligation2~gricultural wa~er .. 2. Sys~ development bonds(e.g.~ State
supply/reli~.bility charges Water Project GO
3~ Hydroelectric
powersupplz : ~ " ....." ’ i

bonds) ~ ....
¯ . ~.8 .e!~... ue~bonds-. ’~ ....-~% -L~b~.~. ;.-.LTa.. " . ~....

’ 4. Con~bdtio~in- I
aid~)f<~mst~uction I

’ ...... . . -;~ " , 5.Privatization
................ . ...... ¯ ...... :~ .. ~__:_ -: _~-

I
I~
IFinancing Framework Recommendations
I.
IZ

¯A comprehensive needs and benefits assessment should be an integral part
of every project planning process. Because needed infi~trucmre projects,
particularly in the Bay-Delta, are likely to be phased in during a number of
years, project prioritization should be determined by carefully developed
needs and benefits assessments, i~.

I_~-.~-¯ Project financing and repayment policies should as nearly as possible
enstLre that those who benefit pay the costs.

¯To the extent possible, market mechanisms should be relied on co recover
project costs. Costs associated with private-good benefits should be recov-        =---. ....
ered through commodity charges and user fees.

I’ ;’,_I
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F~.nanchag Options fbr Water-Re~.ated ~tr~acVure in C-aiifor~Aa

¯ Although it may be dit~icult to MIocate costs to private-good and common-
property beneficiaries, the tendency to over-allocate project costs to
public goods should be avoided. General tax revenues and general
obligation bond financing supported by property assessments should
be used to recover costs associated with accurately defined public-good
project benefits.

¯Cost-recovery policies should include sunset provisions to ensure that
revenues are used only for the purposes and duration intended. Sunset
provisions cou!d be linked to bond covenant requirements or other
appropriate criteria.

ALTERNATIVE RErv’ENUE SOURCES FOR
WATER INFRA~TRU~ FINANCE

Once a comprehensive project needs and benefits assessment has been
developed, project revenue sources should be identified. As indicated in
Table 1, the choice of a revenue source should be determined to a large
extent by whether the project benefit under consideration is a private
good, common-property good, or public good.

Funding Common-Property and Public-Good Benefits

User fees, general tax revenues, and special assessments are commonly used
to finance the common-property and/or public-good elements of public
infrastructure. For example, user fees are used to support bridges through
tolls, recreational areas through parking and camping permits, and airports
through landing fees. Table 2 displays examples of existing use-based fees
employed to support common-property goods and/or infrastructure.
Likewise, general tax revenues and special assessments are commonly used
to finance public goods such as schools, libraries, and transportation systems.

TABLE 2
EXISTING USER FEES
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F!nancing Options for Water-ReLated Irffrastrucmre in C~o~a

User fe~ ~ve not been ~ensively employed to ~ce co~on-
p~pe~ ~d pub~c~ood benefi~ of ~ter-related ~c~e. ~tofic~y,
~e majofi~ of ~ter project cos~ resorted ~ ~e p~ion of co~on-
prope~ goo~ have been recovered ~u~ fede~ cost shag ~d State
gene~ ob~gaOon bon~ ~ppo~ed by fede~l and State ~ revenue,
respectively. Given c~ent budget d~ci~, ~ ~e of ~d~g c~ o~
be ob~ed ff im need c~ be de~ly demo~ted.

Even ¯ ~ were not ~e cme, ~m ~ econo~c efficien~ ~po~t, R
~ not ob~ous ~at gene~ ~ revenue ~g so~es shoed be ~e~i~ly
r~ed on to ~co~r co~on-p~pe~ p~ject co~. ~ ben~m ~d spec-
ie ben~es ~ be det~ed, access ~d ~r fe~ or ~ co~o~
~es ~ su~ ~ a fee on ~ter ~versio~ -- ~ sere ~e d~ p~oses of
p~mo~g mo~ ~dent ~e of ~o~es ~d rec~ p~je~ co~ ~so~ted
~ ~e p~ion or ~cem~t of co~on-prope~ good.

Ha~essing Local and State ~al Tax R~ue

~ne~ m revenu~ ~e appropriate for ~c~g properly de~ed pubic-
good project elemenm ~at co~er m~O-~oonM or statewide benefim.
For ~ple, Bay-Delta ~ves~enm ~at ~p~ve ~e gene~ env~o~en~
~te~ of ~e state’s ~h ~d wfl~e reso~ces may be approp~ately
~ced ~ou~ gene~ t~ revenues. ~ese revenu~ ~y be derived from
a v~e~ of ~ so~es, depen~g on ~e project spo~or’s revenue b~e,
~clu~g prope~ rues, ~d rues, sMes t~es, ~come m~, ~d ~c~e
rues. ~ne~ m revenues c~ be ~ed to sec~e gene~ obfigaOon bond
project ~c~g.

Reoon-spec~c ben~t-b~ed ~s~smenm ~e appropriate ~venue so~es
for ~c~g pubficgood project elemenm ~at co~er iden~able reoo~
benefit. For ~ple, flood h~d-~duc~on projecm for spec~c re~om may
be approp~ately ~ced wi~ ben~t-b~ed ~sessmen~. Benefit-b~ed
~sessment revenues c~ be ~ed to sere speci~gene~ ~sessment bond
or Ce~cate of ~cipadon-~pe project ~c~g.

An A~ative App~ach: Bay-Delta Us~ Fees

The Delta

The San Francisco Bay-Delta constitutes the h~art of California’s vast water resources
and, as such, has both regional and statewide importance. The Bay-Delta supports a
myriad of plant and wildlife habitats, provides a conduit for anadromous fish to travel
between streams and oceans, and regulates the zones between fresh and salt waters.
The state’s urban and rural populations depend on the Bay-Delta to irrigate millions
of farmland acres and to provide needed water for manufacturing and indnstrial
processes. Perhaps most important, the Bay-Delta is a primary, source of drinking
water to two-thirds of California’s population.

The Bay-Delta’s importance to California’s environment, public health, and econ-
omy makes it the focus of efforts to ameliorate water quality and ensure water supply
reliability. These efforts are expected to require significatlt investments in water infra-
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¯ ~we th~ watw is used. Wa~r ~po~ ~d ~ ~es co~d be
~ed ~emnt fe~ for ~ple, depen~g on how ~ Vpe of ~e
~ected B~-DeI~ ~ter ~ ~d ~h ~d ~e ~so~.~3 ~~,
fees co~d be ~ted to ~e re~o~ ben~ ~ted ~ B~-DeI~
~er co~p~on.

~e Mine of wat~ use. For ~ample, se~o~y ~e~nfiated fees
co~d be ~posed to ~e~ Bay-Del~ flow req~emen~ at ~erent
~ of ~e y~.

~e quanti~ of wat~ use. ~e fee co~d ~cre~e ~d~ wi~
water me, ~ a me~ of encom~g co~e~on. ~ ~e of
"blo~" s~edde co~d be d~eloped on a mer dm~ec~c bmis
0.e., sep~te ~c~g-blo~ s~ed~es for a~~, ~
m~cip~, ~d hy~pow~ ~), ~d c~e shoed be ~en to avoid
~tended comequences.

¯ ~at consum~ g~u~ uses the watt. Once benefim have been
dete~ed, ~erent ~es co~d be ~ged to a~~, ~
m~p~, ~d hy~odec~c rues, depen~g on eq~ co~idemfiom.

For ~m~ve p~oses, T~le 3 ~plays es~ted ~venu~ for a
Bay-Delta water ~er fee ~der fo~ ~erent fee s~edd~. For ea~ ~tema-
five, ~e fee world be ~sessed ag~ ~ ~versiom. 14 Revenue estates
~e based on ~e average ~u~ ~versiom of ~e ~jor Bay-Delta water reefs,
~ reposed by ~e C~o~a Dep~ent o~ater Reso~ces. ~e ~st ~-
mate ~ b~ed on ~e ~ D1630 fee propos~ ~je~ed by Ddm ~ter ~e~
~at ~eren~ated fees accor~g to a~~ ve~m ~, ~d ~-b~ vet-
sm ~po~ ~, ~ described ~ ~e table. ~e second es~te ~~ a ~-
feren~ated fee, but reduces ~e de~ee of ~eren~on by low~g ~e ~
fee ~om $15 to $5. ~e ~t ~o estates ~ge a ~o~ fee of $5/~ ~d
$3/~ respe~vely. Under ~ese ~ent fee sched~, be~een $40 ~d $70
~on ~ ~ revenue codd be generated. ~ese es~tes ~e not ~tend-
ed to suggest ~ appropriate fee s~e for Bay-Delta water reefs, but m~er
to ~cate ~e revenue poten~ ~d met ~pacm of d~erent fee s~c~es.
~ acm~ fee pofi~ ~d ~q~e si~c~t rese~ to s~c~ co~e~y.

13 In-basin and export differentials could be based on consumptive use of Bay-Delta water. Whereas
both agricultural and urban in-basin uses return some share of allocated water to the Bay-Delta, export
uses return Delta water to some other system or tile ocean.
14 Agricultural users have suggested that fees should be assessed against annual consumption rather
than annual diversions, because mtum flows account for a significant portion of their diversions.
Because this water returns to the system, it should not be assessed a fee.
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Financing Options for Water-Related ~tructure ha CaLifornia

BAY-DELTA USER FEE REVENIJE POTENTIAL
Annual Fee Revenue (millions)



Potential Disadvantages of a User-Fee Approach

A Bay-Delta water user fee may be difficult to administer and may be
subject to unintended consequences, such as potentially significant evasion
rates. As a result, a user fee could necessitate the implementation of new
reporting requirements by water users, engendering additional administration
and compliance costs. Imposition of an additional charge, even a small one,
would likewise act to encourage some users to evade the fee through under-
reporting, requiring some fee audit capability by the administering agency.

In addition, in some cases surface water use could be replaced with
groundwater. As a result, a fee could encourage greater groundwater use,
with concomitant implications to associated aquifers. The ability to substitute
ground for surface water depends on the location of water use, with the
Sacramento Valley having abundant groundwater supplies, and the San Joaquin
Valley facing greater groundwater constraints.

Evidence from other self-reporting fees and taxes indicates that the admin-
istrative costs associated with a user fee program could equal 5 percent of
total fee revenues, with private sector compliance costs of up to 10 percent
of revenues, t5 Likewise, evasion rates could range from as low as 5 percent to
as high as 50 percent. Evasion rates appear to be related to the level of the
charge being evaded, the effectiveness of the administering agency, and
whether or not payers view the fee as being necessary and fair.16 However, it
is important to note that any fee or tax will create administrative costs and
engender some amount of evasion. For example, the gasoline tax~ considered
one of the most simple taxes to administer ~ costs 9 to 3 percent of total
revenues to maintain-- and evasion rates for income taxes are between 5
and 20 percent. 17

Revenue Sources for Financing Private-Good Benefits

To the extent that private-good project benefits are marketable, they should be
self-supporting in the long run. Agricultural and municipal water supply and
water supply reliability improvements and hydroelectric power generation are
examples of private-good water project benefits. For these project benefits,
commodity charges and user fees can be structured to ensure cost share recov-
ery and adequate project cash flow within regulatory and legal limitations.

Revenue sources for private-good-related project costs include commodity
charges, connection charges, capital contribution charges, capacity charges, and
use fees. Project revenues £rom marketable private-good outputs can serve to
collateralize a variety of short- and long-term revenue-bond-type financing
arrangements, including Revenue Anticipation Notes (RANs), enterprise
revenue bonds, and installment-sale Certificates of Participation.

15 M.Cubed, T~tck Tax Policy in Oregon, Draft Briefing Paper, September I995.
16 Ibid.
17 Memorandum from Bob Pitcher..american Trucking Association, to Warren Hoemarm, et al.,
February. 22, 1994.
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An Alternative Approach: State, vide Water Utility Surcharge

An alternative method of financing state and local water inflastructure improve-
merits would be the implementation of a statewide water utility surcharge. As
with State and local sales taxes, the surcharge would be assessed against the
water retailer, who could then pass the charges through to end-users; whole-
salers would not be subject to the surcharge so as to avoid double taxation. The
surcharge could be applied on a per-acre-foot basis to retail water purchases.
Alternatively, the surcharge could be implemented as a fixed fee, similar to
existing"hook-up" or"demand" charges (see ~Flattened Fees" textbox).

Surcharge revenue could be used to assist with the financing of public-
good and common-property benefits associated with Bay-Delta improvements,
and/or to provide matching funds and low-interest loans to assist with local
project financing -- such as improvements in water supply reliability, drainage,
and environmental mitigation projects. Care must be taken to accurately
apportion these fees to benefits received.

As with a user fee, under the surcharge strategy separate fee schedules
could be applied, segmented by geographic area, consuming class, and time
and quantity of use. Surcharge variation is supported by the same rationale
as would apply to a Bay-Delta water user fee -- equity, regional economic
impacts issues, and end-user willingness to pay.

Based on statewide agricultural and urban retail water sales of roughly
15 and 7 million acre-feet, respectively, a retail surcharge of $1.75 per acxe-foot
would generate approximately $25 million in annual revenue.18,19 Under such
a surcharge, urban retail water costs would increase, on average, by
less than 1 percent, while agricultural retail water costs would increase by
approximately 3 to 4 percent.2° However, even with this relatively modest
surcharge, water costs could incre~e by as much as 15 percent in some
agricultural regions.

Surcharges are frequendy used to finance infrastructure improvements.
Surcharges are imposed on users who may generally benefit fxom a particular
resource, but whose contribution to the investment may not result in direct
benefits. For example, states typically assess a motor vehicle tax based on a
per-gallon surcharge on unit sales of gasoline and diesel fuel. Although
gasoline tax revenues are generally invested in transportation infrastructure,
the taxes paid by any given user may be invested in a road system on which that
user never relies. For example, rural roads typically do not pay for themselves

18 For agriculture, retail sales are based on the following assumptions: (1) Annual agricultural demand
is 31.! mar, as per DWR’s 1990 average-year demand estimate; (2) 40 percent of total demand is self-
supplied groundwater not subject to the ~aucharge; and (3) 20 percent of the remainder is unaccount-
ed-for water losses not subject to the surcharge. For urban suppliers, retail sales are based on the fol-
lowing assumptions: (1) Annual urban demand is 7.8 MAF; and (2) I0 percent of total demand is unac-
counted-for water losses not subject to the surcharge.
19 Studies of household willingness to pay (WTP) to avoid water shortages have produced WTP esti-
mates ranging from $169 to $200 per year. Because a typical household uses approximately one-half
to one acre-foot per year, a surcharge of $1.75 per acre-foot -- where surcharge revenue is dedicated
to improving the reliability of water delivery systems -- would be just a fractiisn of the estimated res-
idential willingness to pay.
20 This assumes an average cost of $50 per acre-foot for agriculture.
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through fuel taxes and instead are funded by taxes collected by other road users.
Yet fuel taxes are generally considered to be ~ir because everybody benefits
from ~he economic growth engendered by a comprehensive and high-quality
transportation system.

As with the Bay-Delta user fee, there would be challenges associated with
administering a water surcharge. In some cases (e.g., the city of Sacramento),
water is not metered, making it more difficult to pass through the surcharge to
end-use customers.21 Howeve~ it is important to note that the surcharge
would be assessed against the retailer, whose total retail consumption is more
readily known, and not against individual customers. The retailer could then
pass these costs on to its customers, either based on the surcharge formula or
following some other approach.

A New Opportunity: Leveraging Water Resources

Local agencies -- particularly agricultural water suppliers -- may be in a
position to leverage their surface and ground water resources to obtain fund-
ing for system structural improvements. The negotiated agreement between
Metropolitan Water District of Southern California and the Imperial Irrigation
District OlD) to transfer water in exchange for improvements to ImperiaI’s
system provides the dearest example of this potential. Metropolitan is
spending more than $200 million to pay for ffD system improvements and
to fund on-farm conservation measures. In return, Metropolitan will secure a
35-year right to the conserved water -- some 106,000 acle-feet annually.
More recently, Metropolitan has explored similar arrangements with Kern
County Water Agency and A_rvin-Edison Water Storage District. There is
generally thought to be considerable potential to finance conjunctive use
agreements in the Sacramento Valley in this manner.

Although infrastructure-for-water tran~ers often require complex negotia-
tions, they can provide several advantages over cash-for-water transfers.
Transfers based on infrastructure improvements that provide additional water
supplies (e.g., through conservation) may not result in a net reduction in eco-
nomic activity by the original water user. In addition, the proceeds,, of an infra-
structure-for-water transfer accrue directly to the local economy in the form of
improved water storage and deliver =pabmty. In co. ast, the procee0 
of a cash-for-water transfer may only partially accrue to the local economy,
depending on whether transfer receipts are invested inside or outside the
local economy.

The development of a more active water market in California may also
spur new financing opporttmities for water resource infrastructure. A fully
functional water market may allow local agencies with marketable water to
use that water as a source of collateral to secure debt, just as land and other
assets are used currently. For example, an irrigation district might be able to
use its potential to sell water on the market to secure a loan for conservation

2I For utilities that do not meter end-use, this is true of any cost. In these cases, utilities adopt rough
cost-allocation methods based on expected customer-class use and base flat fees accordingly.
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~provemen~. ~cM agencies ~t also be a able to se~ a po~on of ~e~
supply to ~ce new ~v~tmen~. ~ approach wo~d be s~ to kvemg-
~g ~ter supply to ob~ ~g, ~ ~s~sed above, ~xcept ~at ~e di~
~ct wo~d acm~y sell a po~on of i~ supply to obt~ u~front capi~. ~
active market ~t Mso c~ate n~ oppo~ties for p~ate ~anc~g of
~~cmre. For ~ple, the pilate sector ~t Mvest ~ co~Oon or
wamr storage ~c~fies ~ ~ge ~r ~e fi~t to s~ co~e~ed ~ter on ~e
open m~et. ~ise, ~e manet ~t ~#~t ~ves~ent oppo~fies
for jolt proje~ be~een ~o or morn loc~ agencim ~t wo~d o~eme not
have sWong McenOve to coope~te ~ one ~o~. For ~mce, ~o nei~-
borg water storage ~ ~t ~vmt ~ a ~d~ter conj~cfive me
~c~W to ~e ad~mge of se~o~ flucmafiom ~ ~e m~et price ~r ~ter.

Summary of Revenue Alternatives

New water-related infrastructure is likely to draw from a variety of funding
sources. To the extent possible, project revenues should be linked to project
benefits in a manner consistent with a benefits-based approach to project cost
allocation. The above discussion considered the following revenue alternatives:

¯ Federal Funding should be obtained to meet the commitments and
obligations of the federal government. The State of California should
seek federal ftmding for appropriate water projects and programs.
This funding source should be directed towards water projects
that produce broad public benefits, including the federal share of
CALFED implementation.

¯ Bay-Delta General Obligation Bonds should be directed toward
de6ned public goods. A half-decade of public reluctance to approve GO
bonds underscores the need to insure that this financing tool is focused to
fund well-defined benefits provided to the public.

¯ To the extent that GO bonds and other financing sources are not forth-
coming to fund public-benefit projects, a broad-based Bay-Delta User Fee,
agreed to by stakeholders, assessed against diversions from the Bay-Delta
and its tributaries could be used to supplement financing for project bene-
fits accruing broadly to those receiving water from the Bay-Delta.

¯A Bay-Delta water user fee could be used to recover the portion of a
project’s costs that directly benefit those Californians who divert water
from the Bay-Delta and/or its tributaries.

¯ To address equity concerns, user fees could be structured to account for
mitigation payments currently being made by various water users, such
as CVPIA restoration fund payments.

¯ User fees are commonly used to Finance a wide range of public infra-
structure -- such as ground, air,, and water transportation infrastructure
~ but have been relied on to a much lesser extent for financing water
facility costs associated with the provision of public benefits.
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¯ Mternatively, revenue from a statewide water utility surcharge, agreed
to by stakeholders, could be used to assist with financing public-good and
common-property benefits associated with Bay-Delta improvements,
and/or to provide matching funds and low-interest loans to assist with
local project financing -- such as improvements in water supply
reliability, drainage, and environmental mitigation projects.

¯ To the extent that private-good project benefits are marketable,
they should be self-supporting in the long ru~ Revenue sources

for private-good-related project costs include commodity charges,
connection charges, capital contribution charges, capacity charges, and
use fees. Project revenues from marketable private-good outputs can serve
to collateralize a variety of short- and long-term financing arrangements,
including Revenue Anticipation Notes (RANs), enterprise revenue bonds,
and installment-sale Certificates of Participation.

~NS2TI~TION~LL MLTEB~NL2kTIVES FOR
~:aiTER- REL~kTED ENFRASTRUCTURE

California does not lack for water bureaucracies. The state must deal with the
U.S. Environmental Protection Agency, U.S. Bureau of Reclamation, U.S.Army
Corps of Engineers, California Department of Water Resources (DWR), State
Water Resources Control Board (SWRCB), and regional water boards. As a
result, new water organizations should be created only if absolutely necessary
and should be implemented in such a way that enhances the state’s capacity to
develop and implement effective water policies, not that increases the produc-
tion of red tape. In t.his vein, as part of any institutional development process,
strategies

effective processes for legal and financial interactions between water-related
organizations must be implemented.

Existing State and local institutions may be limited in their ability to
flexibly manage alternative financing approaches (such as user fee or utility
surcharge revenues), have missions that are incongruent with broader project
purposes, or lack the confidence of project stakeholders. This section
considers three alternative institutional arrangements intended to improve
the efficacy of water-related infrastructure finance in California. These are a
Bay-Delta Financing Authority to coordinate financing for Bay-Delta projects,
solicit matching funds from federal and State agencies, and administer Bay-
Delta water user fee revenue; a State Water Infrastructure Bank to provide
financing assistance to local water agencies, establish a statewide water infra-
structure bond pooling program, and administer State water infrastructure
grant and loan programs; and private-sector financing and operation of public
water service facilities.

Alternative Institutions: A Bay-Delta Financing Authority

Because CAEFF~ recommendations for Bay-Delta infrastructure projects are
likely to be phased in gradtmlly, it is important to have in place an organization
capable of providing ongoing financial planning to assure an appropriate level
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of ~c~g coor~on ~d con~. ~o~t Pow~s Auto,ties ~) ~
colony ~ated to pro~de ~ ~e of ~c~ ~e~i~t, coor~on, ~
~agement ~r p~je~ co~e~g m~-re~o~ bene~m. Su~ ~ o~a~a-
~on co~d be ~eated ~dependen~y of or ~ conj~c~on ~ ~e ~plemen-
~on of a Bay-D~ User Fee or u~ s~ge. ~ ~pl~ented ~ conj~c-
~on wi~ a ~er fee, it co~d be ~ed to provide fee p~e~ wi~ ~eater ~u-
ence ov~ fee-re~ted ~v~en~. Su~ ~ au~o~ wo~d be ~ a posi~on to      ~
~pl~ent long-te~ Bay-Delta ~ve~t s~te#~. For p~oses of ~
sion, ~ au~o~ ~ r~d to ~ ~e "B~-DeI~ F~c~gAu~o~

~e Bay-Del~ F~c~g Au~ofi~ codd be ~ted ~ ~ ~dependent
~t~ ~~ ~c~g agen~22 ~e Au~o~ codd be ~mb~hed so
~ to op~te ~ ~p~veq or ~wly ~ con~Oo~ ~q~e. For ~ple,
~e Au~od~ codd be respo~le ~r d~lop~g ~d ~plemen~g capi~
~c~g p~ b~ed on ~ reco~en~dom ~r water supply ~d
en~men~ isles ~ec~g ~e Bay-Delta reoon ~d for a~te~g
~y Bay-Delta Us~ Fee rev~ues. ~e ~o~ codd be pMced ~d~ ~e
a~pic~ of a smt~ide ~emi~t ~up ~at ~dd p~de ~ of
Au~o~ a~o~.                                                          ~

~ Au~od~ world not develop p~ject p~pos~s, but m~er world be
~ wi~ e~ua~g ~d pdo~g capi~ p~pos~ cow,tent ~
~ ~c~e reco~~Oo~. ~e, ~e Au~o~ co~d be
au~o~ed ~ ent~ ~to a~e~en~ ~ State ~d fede~ agenci~ to ac~eve
specie go~, p~~ r~ted to ~e ~~ent. ~e Au~o~ codd ~o
be au~o~ed ~ esmb~h ~ter ~~ ~c~es ~ ~es whe~ a pr~
je~ is p~y p~tely ~ced (e.g., ~ter ~po~ fees) ~d co~d
potency d~elop re~nue-~g ~te~es ~ted to ~e Bay-Delta m~on
(see B~-Ddm Po~ Au~o~ t~box).

~ ~ fees were adopted, ~e Au~o~ co~d be r~po~le for ~ec~g
fee revenue to spe~c pmje~. ~e Au~o~ co~d ~o a~ on beh~ of ~e
State to sec~ proje~ ~g ~m ~e fede~ gove~ent ~or o~er pr~
je~ s~eholde~.

~eAu~o~U world not be r~po~ible for ~c~g ~ of ~e pmjec~
con~ed ~ im capi~ p~; m~, im p~ ~g respo~U world be
re~ted m spo~o~g ~~e re~ted to pubic goo~ (e.g., ~bimt
~prov~ent project) ~d co~on-prope~ good. ~e Au~ofi~ ~odd
~ow for Bay-Dd~ ~ves~enm spo~o~d by o~er p~.

22 Whether or not the Authority should be created under federal or state law would depend on its pri~

mary. mission. The Central Utah Project Completion Act, which established a commission to plan and
expend hands for water conservation and environmental mitigation, is an example of a federally cre-
ated independent authority.
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The Authority could also act as a coordinating body, which could assist
with the financing elements of Bay-Delta infrastructure providing private-
good benefits. That is, the Authority could allow agricultural and urban
interests -- as well as public agencies -- to pool their resources for spec-
ified projects. TheAuthority could be financed in part by Bay-Delta water
user fees as well as by member contributions. Should the Authority invest
in revenue-generating proiects, these projects could be self-Rnanced but
backed by the collective strength of the Authority’s members.

A cooperative structure would provide an additional means to finance
common-property needs in the Bay-Delta. For ~ample, enhanced transmission
facilities for water markets could provide collective benefits to those using
the facilities. IAkewise, certain water quality-related proiects could confer broad
benefits to several agencies. The Authority would give project beneficiaries
the ability to coordinate and control infrastructure invest40.., ents in a complex
regulatory environment.

The Authority could also act as a tl~rd-party financing agency for
reven   ene  g Proie , bonds on of Proiect
sponsors secured by Certificate-of-Participation-like instruments. For
example, to the extent that a groundwater conjunctive-use proiect was
ultimately self-supporting, the Authority could provide bond fir~mcing to
project sponsors, secured by future project revenues.
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R~d~g E~ ~v~en~

~e Au~ofi~ co~d ~so ~co~ge fl~ble ~d e~ ~g of Bay-Delta
en~o~t~ ~ga~on project. For ~ple, ~e Au~o~ co~d
a~ter a ~on Oe~t B~ ~at ~ p~de ~ cre~
towed long-te~ Bay-Delta cost ob~gatio~ to ~er ~oups w~g to m~e
~ ~ves~en~ ~ ~e Delta (e.g., Catego~ ~ p~je~).

A ~ga~on ~dit B~ co~d ~so pro~de a ~e for p~te-~ve
en~o~ent~ ~ga~on p~. For ~ple, ~e C~t B~ co~d
match ~er ~oups see~g long-te~ ~ga~on cre~ wi~ loc~ Delta
l~downers see~g to conve~ ~~ to en~en~ p~oses,z3 A
Delta l~owner who crates a l~ee ~prov~t pro~ cow, tent wi~
~ reco~en~o~, ~r ~ple, co~d receive ~c~g from a
Sou~em C~o~ ~ter u~ ~ ~, ~e water u~ wo~d ~ceive
cre~ towed ~e p~ject cost ~b~es. ~e ~le of ~e ~fi~on Cre~t
B~, ~ ~ ~ce, word be to au~o~e ~d ~tate ~e ~ge ~d
to ~ue ~d ~e ~e cream.

~e~ cord be ~ven ~e c~cte~Ocs of ~ed-~come se~Oes,
spec~g a p~ ~ue, coupon rote, ~d pro~ion for c~.z4 ~ agen~
p~~g a cre~t wo~d ~ a ~ ag~st i~ ~ves~ent, ~ specked by
~e coupon rote. ~e ~ pin,ion woMd dete~e when ~e agen~ cord
apply i~ ~m pl~ acc~ed Mterest ag~t project payment ob~gafiom.

To ~ encomge ~Iy st~ehold~ ~g of Bay-Delm
menm, cre~ co~d ~fi~y be sold below p~ ~ue, ~emby pro~d~g a ~-
er poten~ ~ to agendes p~~g c~ e~ly. FoHo~g ~ cutoff
~te, ~e~ cord be sold at p~ ~ue.

Cre~ cord be ~ced ~ a n~ber of ~s, Mdud~g d~u~ die
~su~ce of State gene~ obfiga~on bon& (e.g., SB 900 co~d ~dude p~-
sio~ to ~d a cre~t pro~); from Bay-Ddm ~ fee revenue; or ~ p~ of
comprehemive repayment p~posM developed by ~.

Structuring a Bay-Delta Financing Authority

The Authority could be governed under a number of different structures,
as follows:

¯ As with existing State-sponsored commissions, the Authority could be
managed by a publicly appointed board. For example, the Authority could
be composed of voting members nominated by the Governor and con-
firmed by the State Senate. In this case, an equal number of voting
members could notionally represent urban, agricultural, and environmental
interests, as well as reflect participation by community-based groups. This

23 Currendy, a number of Delta farmland conversion options are being explored by private landown-
ers, government agencies, and Bay-Delta water anapp|iers.
24 CALFED is currently working on such a proposal.
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st~c~re wo~d be s~ to ~e C~o~a Water Co~sion, w~ch
~ governed by ~e bo~d members notated by ~e Governor ~d
co~ed by ~e State Se~te.

¯ ~e Autho~ co~d be composed of elected member, ~ of whom
~d represent a ~erent geo~p~c ~ea. ~ s~c~e wo~d be
s~ ~ ~spo~Oon ~c~, ~ ~ ~e Bay~ ~pidT~it
~ ~ct.

¯ ff fe~ were ~o ~flmted, ~e Au~o~ co~d be composed of ~e fee
payers ~e~elves~ wi~ votes we~ted by ~e ~o~t of fees p~d. ~
~eates ~ N~e re~g p~ple who have ~ ~mmst ~ ~e outcome but
~e not fee payers. ~emfore, some mpresen~on woNd have to be set
~ide for non-fee p~ers (e.g., pubic h~ ~tems~) or ~e Au~oN~’s
pub~cNood a~ivifies wo~d to ~ve m be ~ected by o~er S~te laws or
agencies (e.g., ~e S~ water qu~W ~es, D~ water ~pply po~ci~,
~d fede~ water relator). ~s s~e wo~d be s~ to ce~
Wpes of spec~ ~s~c~, such ~ M~o-Roos.25

Bay ~lm Po~ Au~o~

~ au~ofifi~ ~e ~ct gove~g ~fifies ~t ~ce s~p ~d ~ po~.
~ou~ ~ese au~ofiOes ~ f~quen~ p~ded ~ f~m re~ted state ~d lo~
gove~en~ ~ ~ we~ ~ ~ ~si~ce ~m ~e fede~ gove~ent ~ po~ ~e
~pic~y seff-~ced ~ou~ ~er ~d o~er fees. ~e ~c~g on pro~g pu~
~c-benefit se~c~, pore tend to ~ve pilate sector ~agement men.ties.

A Bay-Delta Po~ ~ofi~ co~d be ~ted by comb~g ~g State ~d lo~
p~pe~es -- ~ we~ ~ poten~ ab~doned fed~ ~ b~ ~d o~er 1~
~ ~ ~d aro~d ~e Bay-Delta ~d plac~g ~ te~to~ ~der ~e j~cOon of a
s~Oe agent. ~ o~zadon wo~d be respo~ible for ~~g ~e econo~c
~d en~m~ ~te~ of ~e Bay-Dd~. I~ opemfio~ ~t be ~ced
~u~ a ~e~ of me~s, Mclud~g ~ter ~er fe~, ~d le~, ~d water ~
portion fe~.

og
For ~ple, ~e C~o~ Water Co~sion’s predec~sor o~Oo~ held
s~mto~ au~ofi~ to ~ter spec~c ~ter ~venue p~. ~e
C~o~T~po~fion Co~sion provides advice ~d ov~t of
state,de ~po~fion ~c~ ~v~ent. ~ Co~sion ~o
~ocates ~~ ~g, p~dp~y ~m gene~ ob~gadon bon~
se~d ~ou~ b~ot ~Ove. ~e C~o~ ~ Co~sion p~Jdes
~ted smtewide capi~ ~c~g for en~ proje~, ~ced by ~ en~
~~e.26 ~e, ~e ~g ~ process co~d p~Jde a b~ for
a more fo~M ~d ~p~ive Bay-Delta F~gAu~ofi~.

25 Special d~c~ represent one ~d of gove~ent o~i~fion ~at p~vid~ loll ~pa~ers wi~
greater au~ofi~ over ~He~ve r~oum~ wh~e maintaining ~e ~te~w of any fe~ ~He~. See for
~ample M.Cube~ Marke>B~ed A~roach~ to Achi~ng Air Quali~ Goa~ in Cal~o~ia, July 1994.
26 In 1984, the ~s~bly Office of Res=ch propo~d ~e creation of a California Public Impmvemen~
Au~ofiW (~) to a~ister ovemR i~cmre ~vm~enm in ~e state, Mclud~g se~Mg ~ a
bond poolMg agen~/br lo~ government. ~e ~ would have been led by a five-member board
mmis~ng of the State Treamrer, D~ecmr of F~ance, State Con~oller, and ~o membem appo~ted by
~e Speaker of ~e ~se~ly and the President pro Tempore of ~e State Se~te.
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~ we~-~plemented, ~e Au~ofi~ co~d p~vide a s~e coor~a~g
bo@ ~t wo~d have ~e ab~ ~ develop ~d ~ce long-te~ ~ter
~c~ ~pi~ p~. ~ a reset, R wo~d be we~-posifioned to b~
~e ~g ~c~e 1o~.

A~~ve I~tu~o~: A State Wat~ Infr~ure ~nk

More ~ a dozen ~tes operate bond b~ to ~s~ locM agendes ~
pub~ ~ced ~~c~ ~provemen~. C~o~ h~ contemp~ted
~ea~g ~ ~c~e b~ of one fo~ or ~o~er for at le~t a de,de.
For ~ple, ~ 1984, ~e~se~ly O~ce of R~e~ proposed ~e cr~Oon
of ~e C~ ~b~c ~pro~en~ Au~ofi~ to co~o~te ~e S~te’s
opi~ budge~g proc~ses ~d to pro~de a me~sm ~r p~ofi~g loc~
~s~mce pro~: M 1987, ~e S~te S~te LocM ~ve~em Co~ttee
co,idled a~on to e~b~h a C~o~ Bond Poo~g Au~ofi~, w~
~d ~ve prodded a me~m to como~te loc~ bond ~es to
~duce ~g co~.

~ou~ s~tewide wat~ polities ~ nec~s~y ~ comidemble
~ves~t ~ loc~-I~eI w~er ~~e, some lo~ ~t~ agen~ ~e
~g it ~cre~y ~t m acc~s capi~ ~e~ or ob~ ~or~M
~c~g ~r n~ project. ~cM agenci~ ~e ~g a comb~flon of s~iy
~ ~pp~ cos~, res~cted ~c~s to ~ revenues, reduced ~t~ sMes rev-
enues, ~d ~ ~~g d~ee of ~to~ ~c~, ~ch of w~ch c~
~ect pemeived ~e~t wo~s ~d ~e p~je~ ~c~g mo~ cos@.

Sm~ a~~ ~ter ~ ~ p~c~ ~e ~der ~cr~g
~~ p~s~e. ~aflon ~ debt is comid~d ~e "mo~ @emble
...debt ~ ~e C~ Cen~ V~ey re,on" by at l~ one major bond ~g
agent.27 ~de~g opi~ access ~d ~p~g M~ te~ ~r M~ agendes
~ necess~ ~st steps ~ ~ese agencies ~e to ~de~e needed ~ves~en~
~ co~em~on, ~~o~ ~d ~ge con~ol.

Mthough many projects can generally obtain financing, an infiaswucture
bank may be able to address several weaknesses in the existing financing sys-
tem. For example, as discussed earlier, financing for projects conferring mostly
public-good benefits may prove elusive because of free-ridership and other
associated problems. An infrastructure bank, financed through a combination
of general tax revenue and water surcharges, could serve to help pay for cost-
effective, public-benefit projects that cannot be easily financed solely through
the municipal bond market.

27 Moody’s Investor Services, 1994.

E--01 2996
E-O 12996



Financing Options for Water-Re!ated InLrv.,st~ac.mre in California

Potential Advantages of Pooled Financing for Local Projects

Bond issuance and interest costs for smaller-scale capital projects in particular
can be prohibitive. One way to reduce these costs is to use a JPA arrangement
to pool a number of small bond offerings into a single financing arrangement.
Pooling allows local agencies to share debt issuance costs and realize scale
economies in the municipal bond market. Existing pooling arrangements (see
textbox on Local_Assistance), however, are limited in their scope and resources.
In response to growing local investment needs, the State could consolidate and
expand local assistance programs into a comprehensive water infrastructure
bank. The bardt would provide financing assistance, loans, grants, and bond
pooling services to local agencies for water supply, conservation, drainage, and
environmental mitigation infrastructure projects. The bank would achieve
capital cost savings for local agencies by reducing debt-related overhead costs
and using the State’s credit to gain wider access to capital markets.

For example, according to a study by Kidder, Peabody, and Co., a State
bond bank could reduce a local agency’s annual debt costs for a 20-year bond
by up to $10,000 per million dollars issued for small-scale financing -- e.g.,
total debt costs for a $2 million, 20-year bond might be reduced by approxi-
mately $400,000. Moreover, the bank would provide local agencies a degree of
assurance that investment funds would be available when needed to initiate
cost-justified projects.

A water infrastructure bank could serve to coordinate existing and furore
State water resources loan and grant programs. State financial assistance could
be based on several considerations -- including local need, community wealth,
ability to repay, importance of the project with respect to public health or safe-
ty, and impact on the environment or economy. The bank also would be able
to help low-wealth or high-risk areas (such as agriculturally dependent regions)
leverage available local funds by matching them with low-interest loans.

A water infrastructure bank could be administered by an existing agency,
such as the Department of Water Resources, or as a separate authority. To the
extent that the bank provided loans and grants, it would require initial seed
money -- such as from a general fund appropriation or GO bond proceeds.28

Alternatively, revenue from a statewide utility surcharge (as discussed above)
could be used to fund the bank on an ongoing basis.

9-8 A state water resources revolving loan fund has recently been proposed (Senate Bill 776) to pro-
vide loans to local agencies to aid in the construction of local water supply projects and to aid in the
funding of voluntary, cost-effective capital outlay water conservation programs and groundwater
recharge facilities..as proposed in draft legislation, the program would be funded through a State GO
bond issue and administered by the Department of Water Resources. Senate Bill 900 would also pro-
vide funding for loans to local agencies for conservation and groundwater management projects.
Loans would be funded through a State general obligation bond issue.
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Potential Disadvantages of Pooled Financing for Local Projects

A bond bank approactl would not represent a solution to financing infrastruc-
ture for -aIl local water suppliers. There are two notable disadvantages to this
approach that could significantly limit its effectiveness. The first concerns the
loss of local control over financing local infrastructure. To some degree, a bond

bank would require participants to yield some of their autonomy in structuring
project financing. For example, a bond bank requires participants to coordi-
nate debt issuance, which frequently results h~ project timing problems; partici-
pants needing more time to act may end up being dropped from the pool, and
those that are delayed by others may end up pulling out of the pool and

29 An ~--xception is the Environ_mental License Plate Fund, which provides cash grants of up to $3 million
tbr a variety of projects ’aimed at preserving or protecting California’s environment and is funded by the
"~ale of personalized license plates.
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~c~g ~dependendy. ~cipafion may ~o be ~ted to ~e ~ent ~at
potenO~ p~cip~ do not wish to be ~so~ted ~ one ~o~er. To ~e
~ent ~at ~e b~ a~c~ ~m~t ~sk p~cip~, lower-~k c~dates
wffi reset jo~g ~e pool, ~ ero~g ~e poten~M benefim of poo~g.
LocM entities may be req~ed to ~e profession~ se~ces of ~e bond poo~g
enti~ ~er ~ people wi~ whom ~ey have esmb~hed mla~o~ps.
of ~ese ~cto~ rep~enm a loss of IocM con~l o~ ~c~g ~e ~g.
To ~e ~ent ~t Io~ enfifi~ ~ue ~ con~l, a bond poo~g app~a~
be less a~cfive.

Second, bond poo~ ~e ~e ~ce pools ~ ~t ~ may a~ct a

~ce ~d~ ~ ~ ~e~ed to ~ adve~e sele~on. One of ~e p~cip~
ad~mges of a poo~g.~gement is ~e sprig of ~k to ~pmve cre~t
te~. To ~e ~ent ~at adverse sele~on ~de~es
benefi~ of poo~g wffi be reduced and p~cipaOon ~ s~er.

WA~R ~US~Y ~S~U~G

~ ace.s to pubic capi~ s~, state ~d Io~ gove~enm ~e ~cr~
co~ide~g "pfi~ation" ~ a me--sin to ~cm pilate se~or capi~ ~d
~pe~e on pubic need. A gow~g bo~ of e~dence ~gges~ ~at ~der
ce~ c~t~ces locM agencies may be able to more cost¢ffecfively
~ce and operate n~ ~c~e by h~ess~g palate sector ~fia~ve.

Pfiva~ation oc~rs when ~e private sector ~ces, d~i~, co~cm,
~or operates a pubic se~ce ~c~W ~eecher, et ~., 1993). ~e ~e
potenO~ benefi~ of pfiva~aOon appe~ to be si~cant, it ~ ~po~t to
note ~at ~ere is f~ly ~ted acmM ~pefience wi~ pfivat~g ~e pin,ion
of pubfic s~ces ~ C~o~. M~ou~ pfiva~adon ~OaOves ~ popdar
~ou~out ~e world, ~e ~peflences of o~er states or co~es may not be
r~ecfive of w~t world occ~ ~ C~o~a.

Pot~tial Advantages of ~vatization

Pfl~aOon proponenm ~e ~t ~ a ~e private sector bus~esses ope~te
more ~cienfly ~ p~fic se~or agenci~. Faced wi~ compefiOve presses,
~ ~ sh~older ~tems~, acq~iOon ~eam, or ~e ~k of b~pt~
pilate sector bm~esses must con~y ~rk to operate ~d ~vest
~cienfly, ~ we~ ~ to con~ua~y movate the ~y ~ey do bus~ess.
competiOve pr~es, ~ ~eo~ encomge lower se~ice cos~. ~ ~ some
emp~c~ e~dence to suppo~ ~ ~se~on. For ~ple, a recent comps-
five sm~ of a s~ple of ~v~tor~wned ~d m~cip~y ope~ted ~ter
u~Oes M C~o~ fo~d ~e ~ow~g:

The investor-owned utilities provided comparable water service to
consumers at the same price as the public agencies, e~en though they
paid taxes and did not receive non-operating income, such as property
tax revenue.
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3baancLng Options for %’ater-Reiated Ini~x’o.strucmre ~

¯ Even ~ou~ pubic agencies m~ ~sue m~empt debt, it w~ ~o~d
~e ~v~tor~wned u~fies had comp~ble or Mw~ capi~ cos~.

¯ It ~ ~d ~at ~e ~ves~r~ed agencies had subsidy lower
ope~g cos~ per ~t of s~ce ~ ~e pubic agenci~.

A ~mp~dve sm~ of private- ~d p~Hc-se~or pe~o~ce ~ five
co~ ~ed s~ cond~io~.3° It fo~d ~at, reMOve to ~e prate
se~og a p~Hc-sector ~ p~g a pubHc-se~ce good ~ mo~ ~ely to:

¯ ~ate ~d ~opt cost~ec~ve p~cfices more slowly
¯ re~e l~ rotes of re~ on capi~
- re~e ~ opem~g cos~
¯set prices below ~pu~le cost
¯overopi~e ~d
¯~vor voters over non-vote~ (e.g., ~ gene~Oo~).

Pfi~aOon m~ ~o offer lo~ agendes oppo~fi~ to p~sue jolt
p~jec~ ~ee~er, et M., 1993; H~dten, 1984). For ~ple, locM agenci~
c~ con~ ~ ~e pilate sector ~ provide a n~ ~pply so~e, ~ea~ent
fac~Oes, or ad~fionM ~bufion ~fies. Pfi~ed jolt p~jec~ m~ help
locM agendes r~e bo~ sc~e econo~es ~d lower co~on ~or
opem~g cos~ ~sodated wi~ pilate sector d~elopment ~d ope~on.

~ agendes ~ ~o ~cre~#y ~g to M~g ~gemen~ wi~
~e private se~or to p~de ess~O~ se~ces. L~ c~ ~ow Io~ agen-
d~ to co~ct n~ ~c~fi~ morn q~y, flee up capit~ ~ ~r o~er
uses, ~d reduce ~e ~ ~sociated ~ ow~g pl~t ~d eq~pment
~em, ~989).

Re~to~ agendes ~e berg to ~co~e ~e poten~M ben~
of pfi~adon approa~es. ~e U.S. ~om~ Protec~on Agen~ ~r
~ple, h~ ~de pfiva~adon opdo~ a comer~one of i~ reco~ended
approa~ to ~g ~to~ comp~ce. ~A b~eves ~t we~-s~c-
~ed pubic-pilate p~er~ps offer loc~ agendes oppo~Oes to ~Ogate
~e ~g cos~ of ~v~omen~ comp~ce ~.S. ~o~en~ ProtecOon
A~en~ l~0b). ~ sh~ MTable 4, p~c-p~te ~~ps ~ be
to acco~o~te ~g de~e~ of pubic ~d p~te, e~or ~lv~t,
~du~g coning for ~c~,"~~ a~~, d~eloper ~g,
~d ~-s~e pfiva~on of pubic s~c~. T~le 5 pro~des a sample of more
~ a dozen p~te-pub~c pmners~ps p~g ~ter ~d w~t~ater
se~ces ~t have be~ succes~y foxed ~ou~out ~e co~.51

30 See "Comparing the Efficiency of Private and Public Production: The Evidence from Five Countries."
NAWC Water 30 (Summer).
31 For example, see (U.S. Environmental Protection Agency, 1989).
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Potential Disadvantages of Privatization

The potential gains of privatization must be weighed with the possible risks.
While generally improving the operating efliciencies of publicly operated
water systems, privatization may result in the loss of services that customers
value. For example, several consumer and environmental advocacy groups
have voiced the concern that the restructuring of California’s electric utility
sector toward greater market competition will result in the discontinuation of
demand-side-management programs, not because they are not cost-effective
from a total resource perspective, but because they may not directly benefit a
utility’s short-term bottom line. In generat, to the extent that publicly owned
water suppliers are more inclined or more able than investor-owned water
suppliers to invest in projects and programs with widespread public benefits,
privatization will decrease these investments.

A policy of privatization also must be accompanied with adequate
market regulation. Water suppliers are natural monopolies with mostly
captive customers. As the privatization of electric and water utilities in Great
Britain has demonstrated (see texthox), privatization without necessary market
rules can result in the abuse of monopoly power.

TABLE 4
POSSIBLE PUBLIC-PRIVATE PARTNERStI~PS

.. ~’_6~i0~Of~wa~t. ~te~ trefimi6at plant. The
5 . .~ .. _ p.,ub.~c sec~6r ,re~~er~_. hip 6f i~Ianta~d equipment.

fa .~._’_ty.. TI~.. e ~.~r_ _as~ma. es .~ ~psrf9...ryi~an. ~ .c.e risk wh~le
.......... the public sector assumes financing risI~ The ~ublic sector

..... . ..... LmaY al~s° _con.wao .ctwith th~ private .~sho~t. or to operate the facitity.

Developer financing The ~ri~’td~ct6? fmah~es the �-6nstructi3n Or expansion
= ::: - 6f afacility .-- such as a water treatment plant -- needed to

~ -+-- -.support a propo~xl development.

?~tJ~ario_ n _" : .... ~ The b~td ~Ct3~" ~;~’ds;" ~nd 6petat.es a faci~ty.
The pubfic sectof~nTazaCtS~Tcith=~& ~rivate sector for service.

M̄d ~_miLan_. t facility The private sector:ow ~xs~, constructs, imd operates a facility and
f- --~ -°~ markets-facili~ servic~e~. ~o~th~ public:sector.
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Financing Opfion~ for Water-ReLated infr~trucmre in CaLLtbrnia

TAm~5
EPA PUBLIC-PRIVATE PARTNERSHIP SUCCESS STORIES

Belen, NM D~oper financing_ ~ Private water supply system

The British Experience

Concerted efforts to privatize much of Great: Britain’s utilities industry began in
the late 1970’s. These edIorts culminated in a wave of privatization during the
latter half of the 1980’s_ By the early i990’s, most of Great Britain’s water, ener-
gy, and telecommunications utilities had been ulrned over to the private sector.
Privatization has been largely credited with the turnaround of several note-wor-
thy British firms~ including British Airways PLC, British Steel PLC, and British
Telecommunications PLC, once considered among the most ine_Xficient of state-
OValed monopolies. Despite these.successes, British privatization has had a num-
ber of unexpected consequences, most notably, soaring profit margins and exec-
utive compensation packages and rapidly rising prices for water and electricity
utility services. Critics and proponents of privatization generally agree, however,
that the British experience does not argue against privatization, but rather tligh-
lights the consequences of a poorly crafted regulatory model. Britain is now
revisiting the question of how best to regulate investor-owned utilities without
sacrificing tile market incentives that have been Largely credited with improving
the performance of Britain’s public utilities.
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F~.na~_c~n~ Options ..’br Water-Related infrasr.r~cmre ha C-aIifor_~ta                                   ~

Summary of Alternative Institutions for Infrastructure Financing

Alternative institutional arrangements to facilitate the financing of water-reLated
infrastructure include:

¯ A Bay-Delta Financing Authority could be established to coordinate
financing for Bay-Delta project costs reLated to public and widely shared
benefits, solicit matching funds from federal and State agencies, and
administer any Bay-Delta water user fee revenue. The Authority could
also provide a mechanism to facilitate and coordinate the work of
existing agencies.

¯The Authority couJd act as a coordinating body, allowing agricultural and
urban interests -- as well as government agencies -- to pool their
resources to fired projects that provide shared and public benefits. This
approach could give agencies that are funding project improvements in
the Delta greater financial control over project funds.

¯The Authority could also include provisions for crediting near-term
investments in Bay-Delta improvement projects against long-term project
cost liabilities.

¯The Authority could be placed under the auspices of a statewide over-
sight group, representative of the diversity of water interests, to provide
general management and review of Authority actions.

¯ As CALFED recommendations for infrastructure projects in the Bay-Delta
will be phased in gradually, the Authority could be in a position to
provide ongoing project financial planning to assure an appropriate
level of Rnancing coordination and continuity across projects.

¯ A State Water Infrastructure Bank could be created to coordinate
and consolidate existing water-related State local assistance programs.
The Bank would most appropriately focus on public-goods benefits that
are not readily revenue-financed. Such consolidation could streamline
government programs, reduce bureaucracy, and improve access to capital.

¯ The Bank should be developed only after an audit of existing loan and
grant programs has been completed to ensure the effectiveness of
such programs.

¯The Bank could provide technical assistance, loans, grants, and bond
pooling services to local public and private water service providers for
water supply, conservation, drainage, and environmental mitigation
capital projects.

¯The Bank could achieve capital cost savings for Iocal water service
providers by reducing debt-reLated overhead costs and using the State’s
credit to gain wider access to capital markets. Moreover, the Bank could
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¯ A Blue Ribbon Commission on Water Industry Restructuring
should be appointed by the Governor to further study the operating and
capital efficiendes that could be realized through appropriate rest~ctur-
ing of public services. As part of its charge, the Commission should e_stab-
lish guiding principles for the transfer of public assets to local entities and
the private sector where such transactions are determined to be in the
public interesu The Commission should also study both the ability to use
State and federal water transmission facilities as common carriea-s to facili-
tate water transfers and any efficiency improvements in water allocation
that could be gained from this approach.
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GLOSSARY- O!:: WATER

This document is intended only as an ixfformal aid to readers of this
publication and includes descriptions that should not be considered
comprehensive or legal definitions.

Anadromous fish species like salmon that migrate from
fresh water streams to the ocean and
back during their life cycles

CALFED 10 California and federal agencies with
management and regulatory responsibility
in the Bay-Delta, working together under a
June 1994 Framework Agreement to develop
long-term solutions to Bay-Delta problems
and to coordinate State Water Project and
Central Valley Project operations with
regulatory requirements

Category I]/ a section of the December 1994 Bay-Delta
Accord (or Agreement) that recognizes that
several non-outflow factors (e.g., unscreened
diversions) affect Bay-Delta water quality
and that commits the signatory agencies to
dedicate funds to help fund up to
$60 million/year to address those factors

Central Valley Project federally owned project consisting of numer-
(CVP) ous dams, canals, and other water infrastrnc-

ture built beginning in the 1930’s to manage
water flows on the Sacramento and San
Joaquin Rivers and many of their
tributaries

Conjunctive use the planned use and storage of surface water
in conjunction with groundwater to improve
water supply reliability, including the use of
reclaimed/recycled and imported water or
artificial groundwater recharge                    "

Conservation measures that reduce consumption and waste;
in agriculture, can include new irrigation
systems, new cropping patterns and reducing
dm2nage that cannot be recycled or reclaimed;
in urban use, can include low-water-use land-
scaping, low-flow toilets, sinks and showers,
increased industrial water-use efficiencies
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Contract rights contractual rights to obtain water From
holders of appropriative rights; numerous
water districts contract with the State of
California and the U.S. Bureau of
Reclamation for water through the State
Water Project and Central Valley Project,
respectively

CVPIA the Central Valley Project Improvement Act
of 1992, which mandated significant
changes in CVP operations, including
allocating additional water supplies for fish,
wildlife, and habitat protection/enhancement
and permitting transfer of CVP water outside
its service area

CVPIA restoration fund$50 million/year habitat restoration fund
authorized in the CVPIA; funded by fees _
on CVP contractors and federal and State
appropriations

Fish screening placing screens to prevent fish from being
drawn into pumps and other diversions of
water from its natural flow

Groundwater water that has seeped beneath the earth’s sur
face and is stored in the pores and spaces
between particles/layers of sand, gravel and
clay or is trapped within hard rock formations;
California groundwater is largely unregulated

In-basin use use of water that does not entail exporting
water out of the basin or watershed in
which it naturally occurs

Instream use use of water within a stream such as provision
of habitat, fishing, recreation and scenic
beauty

Joint powers a public agency, established under California
authority law and comprised of officials of other public

agencies, having the authority to issue
revenue bonds and operate and maintain
water projects for the member/participating
agencies

Land fallowing/ leaving usable farmland unplanted on a
retirement temporary or permanent basis
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Non-point-source pollution coming from a non-specific source
pollution such as runoff from city streets, agricultural

fields, construction sites and abandoned mines

Peripheral Canal proposed isolated (not integrated with
nearby waterways) canal to divert water
from Northern CMifornia arotmd the
Bay-Delta to the California Aqueduct
and/or Delta-Mendota Canal and Southern
California; defeated by voters in June 1982

Point-source pollution pollution coming from a specific identifiable
source such as a factory

Reclaimed/recyded wastewater or previously used irrigation water
water treated and managed for secondary use

Salvaged water water of unacceptable quality as a result
of a prior use that is treated to permit its reuse

State Water Plan report issued by the Department of Water
Resources, most recently updated in
December 1994, that reviews how
population growth, land use, and water
allocations for environmental needs affect
water resource management and analyzes
options for meeting California’s water
supply and demand needs to 2020

State Water Project (SWP) state-owned and operated water project
consisting of 22 dams and reservoirs that
delivers water from the Sacramento Valley to
Southern California

Surface water water that remains on the earth’s surface in
rivers, streams, lakes, reservoirs or oceans

Transferee the party to which water is transferred

Transferor the party that transfers water to another

Water exports transfers of surface or groundwater out
of its basin of origin or natural streambed

Wheeling using the water supply facilities of one entity
to transport water, the rights to which are held
by another entity, for a fee
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